Over the last decade dealing with derivative financial instruments (basically forwards, futures, options and combinations of these), particularly in the Over-TheCounter derivatives market has become a central activity for major wholesale banks and financial institutions. Major new regulatory initiatives are under consideration in various jurisdictions and also adopted in some, as a means for increasing transparency and reducing the various types of risks involved in OTC derivative trading. This paper tries to understand the concept of derivatives as a whole. The main aim of the paper will be to analyze the different types of risks that are involved in OTC derivative trading. It will put forward these risks in a manner so as to enable the reader to get an in depth study of the risks in OTC derivative market through qualitative and quantitative research. As mentioned above, this paper will then focus on the regulatory regimes of three major jurisdictions i.e. India, United States and Europe and will conclude that these regulations are sufficiently able to mitigate these risks in their respective jurisdictions. Lastly, certain measures are recommended for different jurisdictions so as to further increase the ambit of sufficiency in mitigating the risks involved.
Introduction
Over-the-counter (OTC) derivative markets are now perceived as the weak link in the financial system that has increased the systemic risk of financial crisis globally. Their complex and non transparent nature coupled with a lenient regulatory approach towards them resulted in extreme counterparty exposures and risk concentrations building up through the system. Naturally there has been a concerted effort globally to reform the OTC derivative markets, with much of the debate focusing on measures to address the issues of counterparty credit risk and non transparency. The revised remedy for reforming these markets, as is being pursued in major jurisdictions, broadly envisages greater standardization of contracts to make them eligible for central clearing, tighter counterparty risk management norms, higher capital charges for all clearing-ineligible contracts and making these markets more transparent.
Therefore to regulate the same, countries have come up with different regulations so as to curb the extent of such risks, for e.g., The Dodd Frank Act in the U.S.A. and European Market Infrastructure Regulation (E.M.I.R.) in the E.U. In India, the Reserve Bank of India Act, 1934 (as amended on 2006) empowers RBI to regulate OTC products such as interest rate derivatives and foreign currency derivatives.
As the OTC derivative market is now regulated, this paper mainly will deal with the aspect of risks present in the OTC derivative market and the ability of the regulations to curb these risks. Part I deals with the nature and characteristics of derivatives. Part II deals with the kinds of risks present in the OTC derivative market, relying on a qualitative data. Part III deals with the regulatory mechanism present in various jurisdictions and their ability to mitigate the risks involved and maintain transparency.
What is a Derivative?
As defined in the International Accounting Standard, "Derivative" (IAS 39) is a financial instrument: (a) whose value changes in response to the change in a specified interest rate, security price, commodity price, foreign exchange rate, index of prices or rates, a credit rating or credit index, or similar variable (sometimes called the "underlying"); (b) that requires no initial net investment or little initial net investment relative to other types of contracts that have a similar response to changes in market conditions; and (c) that is settled at a future date. 1 Broadly defined, a derivative product is a financial contract that derives its value in whole or in part from the performance of an underlying asset, including securities, currencies, rates, or indices of asset values. 2 They are characterized according to the nature of the underlying assets or indices from which they derive their value. 3 Most derivative instruments are classified as foreign exchange contracts, interest rate contracts, commodity contracts, or equity contracts. 4 Well known derivative products include futures, swaps, options, and forwards, or some combination of these contracts. 5 These commonly used definitions are incomplete, ambiguous, over inclusive and typically fail to capture the nature and scope of derivative transactions. 
Contracts between Two Parties
Firstly, derivatives are agreements or contracts between two counterparties. 6 The value of a derivative contract stems primarily from the rights to which one is entitled from, and the obligations one owes to, one"s contractual counterparty. 7 Derivatives are not, for example, equity rights in any assets, tangible or intangible; neither creditor rights arising from having lent something of value in return for a loan repayment rights; nor rights obtained under a service contract wherein services are provided for some fee. 8
Agreements are Contingent in Nature
Derivative agreements are aleatory. 9 The payments due under a derivative contract depend in part, on some unknown future contingency, typically referred to as an underlying, specifically (i) the outcome of an event or events 10; or (ii) the future value of some asset or set of assets; or (iii) some future metric or metrics; or (iv) some combination of these. 11
All of these future contingencies are extrinsic to the derivatives contract and to the counterparties in the sense that the counterparties have no, or very limited, ability to control the outcomes of the contingencies. It may be argued that the counterparties may in certain circumstances have some control over the outcome of the contingency. 13 But, it is only in a special case in which one or both of the counterparties to a derivatives contract happen to be in a position to influence a contingency that is not wholly extrinsic to counterparties actions. 14 Furthermore, while counterparty may have some influence on the underlying, these contracts are premised on the expectation that such influence will be negligible.
The Counterparties are on the Opposite Sides
Counterparties to a derivatives contract agree to take the opposite sides of the same underlying events, value(s) or other metric(s). 15 In other words, one counterparty expects "A," the other expects "not-A." A derivative contract is only possible when the counterparties take a contradictory stand.
Is Derivative Trading Equal to Betting?
Interestingly, Colleen M. Baker, has defined derivatives as "Literally bet agreements between parties that one will pay the other a sum of money that is determined by whether or not a particular event occurs in the future." 16 Financial derivatives, in particular, are bets between parties that one will pay the other a sum determined by what happens in the future to some underlying financial phenomenon, such as an asset price, interest rate, currency exchange ratio, or credit rating. 17 Section 30 of the Indian Contract Act 1872. 18 The reasoning behind this approach is that, unlike in the wagering contract, there is at least one party who is interested in the happening or nonhappening of the event.
The Use of Derivatives
Derivatives are primarily used either for risk management or speculation. 19 As a risk management tool, derivatives allow a business to hedge against future market risks. 20 An example of hedging is the use by financial institutions of fixed for floating interest rate swaps to guard against interest rate risk. 21 This disparity in rates can lead to significant losses if market rates suddenly jump and was one of the primary causes of the savings and loan crisis in the 1980s. 22 Derivatives are extremely popular risk management tools, and a report approximates that ninety four percent of the 500 largest companies use some form of derivative for risk management purposes. 23 While hedging strategies are used to reduce an entity's risk exposure, if an entity is taking a speculative position, it is taking on risk by betting on future market conditions. 24 Therefore, it can be said that derivatives are used for managing risk or for speculation purposes.
Derivative transactions "allow market participants, including commodity producers, processers, and end users, as well as corporations, banks and governmental entities, to manage financial risks caused by fluctuating interest rates, currencies, commodity prices and securities prices." 25 To manage their risks effectively and efficiently, market participants use standard and customized derivatives contracts. Standardized derivatives contracts are liquid contracts that are traded on exchanges.
All derivative transactions can be traced to fundamental types of building blocks 26 known as "forwards and options". 27 An option is a contract that creates the right, but not the obligation to buy or sell a security at a set price for a limited period of time. 28 A forward is a contract that commits a party to purchase or sell a given asset at a pre set time for a specified amount. 29 By innovatively manipulating these building blocks, perfect exposure to a broad spectrum of risk can be created.
Where to Deal in Derivatives?
There are two groups of derivative contracts, OTC derivatives such as swaps are privately negotiated contracts that do not go through 25 Letter from Robert G. an exchange or other intermediary 30, while the other is, exchange traded derivatives that are traded through specialized derivatives exchanges or other exchanges. 31 In India, National Commodity & Derivatives Exchange Ltd. is an example of an exchange where Derivative trading takes place.
Exchange Traded Derivatives
An exchange lists a finite number of standardized contracts in each of which there is at least one term that is not standardized but is left to be negotiated between potential counterparties. 32 Typically, the negotiable term is the price term of a futures contract or an option contract, or it might be a term in a swap agreement which is an element in determining the amount of cash to be periodically delivered from one counterparty to the other. 33 More often, especially in large retail oriented exchanges, derivatives contracts are agreed upon by intermediaries hired by the counterparties. 34 Counterparty to an exchange traded contract, therefore, usually does not know who their opposite counterparty actually is, and therefore, they might be exposed to very high counterparty risks. 35 But, there is the presence of clearing houses in exchange traded derivatives that ensure that the contract is cleared. Clearing houses hedges the counterparty risk completely and ensures that the 30 contract is performed. 36 The presence of a clearing house in the transaction ensures payment and settlement to both the parties. 37 Simply speaking, a clearing house "clears" derivatives contracts either by guaranteeing counterparty payments or, and more commonly, by first inserting itself as a counterparty between the two original counterparties. 38
Existence of Risk in OTC Derivative Market
The risk in the OTC derivative market emanates from the opaqueness in the market that constrains the market participants from assessing the quantum of risk held with the counterparty. OTC derivatives can increase market volatility and the level of systemic risk due to a combination of excessive amounts of leverage and low capital requirements. 39 Further, with increase in volumes and complexities of the OTC derivatives, the non standardized infrastructure for clearing and settlement also becomes a major impediment in containing risk. 40 c. Direct trading between the parties and lack of involvement of an exchange or an intermediary.
Preference of OTC Derivatives over Exchange Traded Derivatives

Types of Risk Involved in OTC Derivatives
Derivatives improve economic efficiency by breaking apart risk 41 and transferring it out to the parties who are the cheapest and most willing risk bearers. 42 Although derivatives efficiently transfer risk, they do not eliminate it. 43 Regulators of the financial markets 44 have expressed fears that the derivatives market, and perhaps the entire global financial system, may be exposed to the systemic risk of cascading counterparty default. 45 There are various kinds of risks that are attached to the OTC derivative market, which are dealt in further.
Market Risk
Market risk is the risk that counterparty will sustain losses as adverse price movements in the derivative's underlying will cause it to lose value. 46 It refers to an adverse price fluctuation of the underlying asset. As the market is highly volatile, the market risk is very high. The extent of market risk is largely determined by the risk inherent in the underlying market. 47 For example, Klockner & Company KGaA, a German trading company, lost $380 million on crude oil forward contracts, destroying over fifty percent of its capital. 48 This happened due to adverse change in prices of the crude oil which were the underlying assets.
However it is interesting to note here that market risk only affects the counterparties and not the economy as a whole. As, for every value lost by one counterparty will be a value gained by the other counterparty, therefore the net effect of market risk on the economy is zero. 49
Liquidity Risk
Liquidity is commonly defined as the ease with which an asset can be bought or sold for money. 50 The two criteria for determining liquidity are whether the asset can be traded: (1) quickly; and, (2) at a reasonable price. 51 Money, in the form of cash or demand deposits, is the paradigm of perfect liquidity. 52
Credit Risk/ Counter Party Risk
Counterparty credit risk is a primary concern to derivatives end users. 53 that the losses from a seemingly isolated market event might threaten the entire economy. 60 Adam R. Waldman has discussed two scenarios of the systemic risk. One being, the domino effect toppling one institution after the another due to the default made by one party on its obligations 61 and secondly, the widespread reliance of investors on dynamic hedging strategies during a market disturbance could turn an otherwise containable market downturn into an illiquidity driven crash. 62 In systemic risk, following substantial market losses, there is the risk that the failure of one significant participant to make payments could result in their counterparty's suspension of payments, causing a rapid, global transmission of defaults to numerous participants wedded to the initial failed participant by OTC derivatives contracts. 63 As derivatives transactions are off balance sheet activities, 64 it is difficult to ascertain as to how much banks are hedging and betting. 65 Former Securities Exchange Commission Chairman Richard Breeden has argued that in actual practice, there may be no way to distinguish between speculative trading activity and hedging strategies. 66 Widespread fears of the systemic risks posed by OTC derivatives have prompted regulators worldwide to sound warnings and undertake studies of the market and so we have different regulators now regulating the OTC market so as to minimize the systemic risk. 67
Legal Risk
In 1991, the British House of Lords ruled that swaps transactions entered into by local authorities were ultra vires, 68 and therefore legally unenforceable contracts. This ruling, known as the Hammersmith and Fulham decision, 69 has cost eighty banks approximately $1 billion in defaulted swaps payments. 70 The continued assurances from legal counsel that the swaps contracts at issue were enforceable 71 underscore the price of misjudgment and the urgent need for legal clarity in the OTC derivatives arena.
Therefore, change in law or interpretation of the existing law in a manner so as to put a negative implication on the OTC market transaction is also a possible risk. It is an unforeseeable risk but the repercussions of it are drastic in nature (as could be inferred from the above decision).
Regulations Relating to OTC Derivatives in Different Jurisdictions
OTC derivatives are complex and non transparent in nature. A regulatory approach resulted in excessive counterparty exposures and risk concentrations building up through the system. 72 Naturally there has been a concerted effort globally to reform the OTC derivative markets, with much of the debate focusing on measures to address the issues of counterparty credit risk and non 67 transparency. 73 The revised regulation for reforming these markets, as is being pursued in major jurisdictions, therefore broadly envisions greater standardization of contracts to make them eligible for central clearing, tighter counterparty risk management norms and higher capital charges for all clearing ineligible contracts and making these markets more transparent.
The Statutory Regulation over OTC Derivative in India
The Securities Contract Regulation Act 1956 (SCRA) had banned all kinds of derivatives trading in India to curb detrimental speculation in securities. 74 But in 1999, through an amendment in SCRA, derivatives were included under the ambit of "securities". 75 This led to the emergence of derivative market in India.
The emergence of derivatives market will normally require legislation, which addresses issues regarding legality of derivatives instruments, specifically protecting such contracts from anti gambling laws because these involve contracts for differences to be settled by exchange of cash, prescription of appropriate regulations and powers to monitor compliance and to enforce regulations. 76 The Reserve Bank of India Act 1936 (as amended in 2006) empowers Reserve Bank of India (RBI) to regulate OTC products such as interest rate derivatives, foreign currency derivatives and credit derivatives. Thus, all exchange traded derivatives are regulated by the respective exchanges and overseen by Securities Exchange Board of India (SEBI) whereas the OTC traded derivatives are completely within the purview of the RBI. 73 
Types of Derivatives Permitted in India
At present the following categories of derivatives are permitted in India:
From amongst the various OTC derivatives markets permitted in India, interest rate swaps and foreign currency forwards are the two prominent markets. However, by international standards, the total size of the Indian OTC derivatives markets still remains small because credit default swaps were conspicuously absent in India until now.
Guidelines Laid Down by RBI for Regulation of OTC Derivatives
There are certain guidelines which are mandated by RBI so as to enter into a legally valid OTC derivative contract:
a. There is a requirement that for an OTC derivative transaction to be legally valid, one of the parties to the transaction has to be a RBI regulated entity. 77 b. Distinction between a market maker and users. Only Scheduled Banks (SCBs) and primary dealers (PDs) can be the market makers so as to ensure transparency and regulation. Also, SCBs and PDs are advised to report the 77 The Reserve Bank of India Act, 1934 § 45 V. 
Regulation of Risk through Trade Repository
Through the trade repository and clearing counter party, there will be an elimination of the counterparty risk as one party to the transaction will be the bank or private dealers. Some believe that "with CCIL guarantees, the volume should go up in these markets… as there is no counterparty risk involved". 82
Lastly, risk management at the CCIL is a high priority because the organization is systemic. The RBI, recognizing the systemic nature of CCP, ensured that CCIL is closely monitored. Further, to eliminate the possibility of CCIL not being able to honor a contract, it maintains a guarantee fund and has adequate lines of credit arrangements with various banks to ensure funds settlement on guaranteed basis. Moreover, to ensure good corporate governance, CCIL follows International Organization of Securities Commission (IOSCO) best practices. 83
Proposition as to Current OTC Derivative Regulation in India
The author proposes that for better surveillance of the OTC markets there should be strengthening of the CCP approach. However, at present, India has only one institution for the purpose. This has created concerns relating to concentration risk. 
The US Regime Relating to OTC Derivatives
After the 2008 crisis, there was a need felt by the law makers to have some legal response. The crisis sparked disagreement about the appropriate actions to be taken. As the US Treasury explains, "without consistent supervision and regulation, financial institutions will tend to move their activities to jurisdictions with looser standards, creating a race-to-the-bottom and intensifying systemic risk for the entire global financial system." 84 
Regulatory Provisions under the Dodd-Frank Act
Title VII of the Act permits and protects OTC trading in derivatives for hedging purposes, while simultaneously working to confine speculative trading to the modern equivalent of a privately organized commodity futures exchange. 86 Section 723(a) amends the Commodity Exchange Act 1936 to add the provision that "it shall be unlawful for any person to engage in a swap unless that person submits such swap for clearing to a derivatives clearing organization that is registered under this Act." 87 Sections 721, 723(a), and 725(c) of Title VII then make clear that, to be registered with the Commodity Futures Trading Commission (CFTC) as a "derivatives clearing organization" (DCO), an organization must either be a recognized futures exchange or perform the same sorts of trade guarantee and private enforcement functions that have been performed by exchanges since the nineteenth century. 88 Title VII provides an exemption from the clearing requirement if one of the two parties "is using swaps to hedge or mitigate commercial risk." 89 But, Title VII leaves it to the CFTC to define "commercial risk". 90 Ultimately, hedging transactions remain both legal and legally enforceable on the OTC markets but speculative trading in derivatives, however, is confined to clearinghouses that perform the contract guarantee and systemic risk reducing functions of private exchanges. 91
A Critique on the Dodd-Frank Act 2010
The Dodd-Frank Act has been subject to widespread criticism for its length and complexity, for increasing the number and expanding the power of regulatory agencies, and for providing an opportunity for shareholder activists to push through controversial and long-frustrated policy proposals largely unrelated to the 2008 crisis. 92 Since central clearing is not a reasonable option for all derivatives, the requirements of the Dodd-Frank Act will force market participants to divide their OTC derivatives portfolios into bilateral and centrally cleared components. 93 Central clearing can only eliminate the web of bilateral transactions for those derivatives amenable to central clearing. For any derivatives that continue to be bilaterally cleared by the counterparties rather than submitted to a CCP, potentially because of a lack of standard terms or insufficient volume, the interconnectivity of the market participants will remain. In other words, a properly implemented central clearing regime cannot itself eliminate the counterparty risk between trading partners. Furthermore, any counterparty risk that remains after market participants submit their eligible OTC derivatives to the CCP may still be systemically significant. 94
The EU Regime Relating to OTC Derivatives
At the Pittsburgh G20 summit in 2009, leaders agreed that all standardized OTC derivative contracts should be traded on exchanges or electronic trading platforms, where appropriate, and cleared through central counterparties by end of 2012. OTC derivative contracts should be reported to trade repositories. Non centrally cleared contract should be subject to higher capital requirements. This statement is central to the set of regulatory changes in EU aimed at OTC derivative markets.
Adoption of European Market Infrastructure Regulation
OTC derivative markets face unprecedented regulatory reform. Regulators and policymakers are seeking more transparent and liquid markets that are subject to robust and effective risk management processes. EU recently adopted the European Market Infrastructure Regulation (EMIR) for regulating the OTC transactions. 95 Also, certain changes have been brought in Markets and Financial Directive (MiFId., now also known as MiFID II). The focus of this discussion will be limited to EMIR. 
A Brief Analysis of European Market Infrastructure Regulation
The author concludes that the adopted technical standards now provide some clarity on the initial level at which the EMIR clearing threshold for non financial counterparties will be set, with a view to tailoring this further as more data becomes available. When the threshold is reached, the non financial counterparty will become subject to the clearing obligation in respect of all asset classes, thereby mitigating the counterparty risk.
Conclusion
OTC derivatives are an important innovation which have contributed substantially to risk management wherever they are available and used. These risks have not simply been shifted; however, many of the risks can be cancelled in the market. Furthermore, the growing size of the market has led to the development of new risk management techniques and skills in dealer financial institutions. These factors have the effect of reducing their overall riskiness by managing risks which were previously not actively faced and managed.
Moreover, the coming of clearing party as an intermediary in a transaction has definitely reduced the counterparty risk. After analyzing the kinds of risks present and the regulations adopted so as to mitigate the same, it can be concluded that these regulations are very effective in nature. Though there are issues with the present regulatory mechanism (as mentioned above) that could be dealt in the future with the development of OTC derivative trading mechanism.
